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2(c)(1) for provisions relating to the
carryover of losses and deductions with
respect to a former shareholder of S2
that may be available to that share-
holder as a shareholder of S1.

(d) Examples. The following examples
illustrate the application of this
section:

Example 1. X, an S corporation, owns 100
percent of the stock of Y, a C corporation.
On June 2, 2002, X makes a valid QSub elec-
tion for Y, effective June 2, 2002. Assume
that, under general principles of tax law, in-
cluding the step transaction doctrine, X’s ac-
quisition of the Y stock and the subsequent
QSub election would not be treated as re-
lated. The liquidation described in paragraph
(a)(2) of this section occurs at the close of
the day on June 1, 2002, the day before the
QSub election is effective, and the plan of
liquidation is considered adopted on that
date. Y’s taxable year and separate existence
for Federal tax purposes end at the close of
June 1, 2002.

Example 2. X, a C corporation, owns 100 per-
cent of the stock of Y, another C corpora-
tion. On December 31, 2002, X makes an elec-
tion under section 1362 to be treated as an S
corporation and a valid QSub election for Y,
both effective January 1, 2003. Assume that,
under general principles of tax law, including
the step transaction doctrine, X’s acquisi-
tion of the Y stock and the subsequent QSub
election would not be treated as related. The
liquidation described in paragraph (a)(2) of
this section occurs at the close of December
31, 2002, the day before the QSub election is
effective. The QSub election for Y is effec-
tive on the same day that X’s S election is
effective, and the deemed liquidation is
treated as occurring before the S election is
effective, when X is still a C corporation. Y’s
taxable year ends at the close of December
31, 2002. See §1.381(b)-1.

Example 3. On June 1, 2002, X, an S corpora-
tion, acquires 100 percent of the stock of Y,
an existing S corporation, for cash in a
transaction meeting the requirements of a
qualified stock purchase (QSP) under section
338. X immediately makes a QSub election
for Y effective June 2, 2002, and also makes
a joint election under section 338(h)(10) with
the shareholder of Y. Under section 338(a)
and §1.338(h)(10)-1(d)(3), Y is treated as hav-
ing sold all of its assets at the close of the
acquisition date, June 1, 2002. Y is treated as
a new corporation which purchased all of
those assets as of the beginning of June 2,
2002, the day after the acquisition date. Sec-
tion 338(a)(2). The QSub election is effective
on June 2, 2002, and the liquidation under
paragraph (a)(2) of this section occurs imme-
diately after the deemed asset purchase by
the new corporation.
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Example 4. X, an S corporation, owns 100
percent of Y, a corporation for which a QSub
election is in effect. On May 12, 2002, a date
on which the QSub election is in effect, X
issues Y a $10,000 note under state law that
matures in ten years with a market rate of
interest. Y is not treated as a separate cor-
poration, and X’s issuance of the note to Y
on May 12, 2002, is disregarded for Federal
tax purposes.

Example 5. X, an S corporation, owns 100
percent of the stock of Y, a C corporation. At
a time when Y is indebted to X in an amount
that exceeds the fair market value of Y’s as-
sets, X makes a QSub election effective on
the date it is filed with respect to Y. The liq-
uidation described in paragraph (a)(2) of this
section does not qualify under sections 332
and 337 and, thus, Y recognizes gain or loss
on the assets distributed, subject to the limi-
tations of section 267.

[T.D. 8869, 65 FR 3850, Jan. 25, 2000; 65 FR
16318, Mar. 28, 2000; T.D. 8940, 66 FR 9929, 9957,
Feb. 13, 2001; T.D. 9183, 70 FR 9221, Feb. 25,
2005; T.D. 9356, 72 R 45893, Aug. 16, 2007; T.D.
9422, 73 FR 47530, Aug. 14, 2008]

§1.1361-5 Termination of QSub elec-
tion.

(a) In general—(1) Effective date. The
termination of a QSub election is effec-
tive—

(i) On the effective date contained in
the revocation statement if a QSub
election is revoked under §1.1361-3(b);

(ii) At the close of the last day of the
parent’s last taxable year as an S cor-
poration if the parent’s S election ter-
minates under §1.1362-2; or

(iii) At the close of the day on which
an event (other than an event described
in paragraph (a)(1)(ii) of this section)
occurs that renders the subsidiary in-
eligible for QSub status under section
1361(b)(3)(B).

(2) Information to be provided upon ter-
mination of @Sub election by failure to
qualify as a QSub. If a QSub election
terminates because an event renders
the subsidiary ineligible for QSub sta-
tus, the S corporation must attach to
its return for the taxable year in which
the termination occurs a notification
that a QSub election has terminated,
the date of the termination, and the
names, addresses, and employer identi-
fication numbers of both the parent
corporation and the QSub.

(3) @Sub joins a consolidated group. If
a QSub election terminates because the
S corporation becomes a member of a
consolidated group (and no election
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under section 338(g) is made) the prin-
ciples of §1.1502-76(b)(1)(i1)(A)(2) (relat-
ing to a special rule for S corporations
that join a consolidated group) apply
to any QSub of the S corporation that
also becomes a member of the consoli-
dated group at the same time as the S
corporation. See Example 4 of para-
graph (a)(4) of this section.

(4) Examples. The following examples il-
lustrate the application of this paragraph
(a):

Example 1. Termination because parent’s S
election terminates. X, an S corporation, owns
100 percent of Y. A QSub election is in effect
with respect to Y for 2001. Effective on Janu-
ary 1, 2002, X revokes its S election. Because
X is no longer an S corporation, Y no longer
qualifies as a QSub at the close of December
31, 2001.

Example 2. Termination due to transfer of
Q@Sub stock. X, an S corporation, owns 100
percent of Y. A QSub election is in effect
with respect to Y. On December 10, 2002, X
sells one share of Y stock to A, an indi-
vidual. Because X no longer owns 100 percent
of the stock of Y, Y no longer qualifies as a
QSub. Accordingly, the QSub election made
with respect to Y terminates at the close of
December 10, 2002.

Example 3. No termination on stock transfer
between QSub and parent. X, an S corpora-
tion, owns 100 percent of the stock of Y, and
Y owns 100 percent of the stock of Z. QSub
elections are in effect with respect to both Y
and Z. Y transfers all of its Z stock to X. Be-
cause X is treated as owning the stock of Z
both before and after the transfer of stock
solely for purposes of determining whether
the requirements of section 1361(b)(3)(B)(i)
and §1.1361-2(a)(1) have been satisfied, the
transfer of Z stock does not terminate Z’s
QSub election. Because the stock of Z is dis-
regarded for all other Federal tax purposes,
no gain is recognized under section 311.

Example 4. Termination due to acquisition of
S parent by a consolidated group. X, an S cor-
poration, owns 100 percent of Y, a corpora-
tion for which a QSub election is in effect. Z,
the common parent of a consolidated group
of corporations, acquires 80 percent of the
stock of X on June 1, 2002. Z does not make
an election under section 338(g) with respect
to the purchase of X stock. X’s S election
terminates as of the close of the preceding
day, May 31, 2002. Y’s QSub election also ter-
minates at the close of May 31, 2002. Under
§1.1502-76(b)(1)(ii)(A)(2) and paragraph (a)(3)
of this section, X and Y become members of
Z’s consolidated group of corporations as of
the beginning of the day June 1, 2002.

Example 5. Termination due to acquisition of
Q@Sub by a consolidated group. The facts are
the same as in Example 4, except that Z ac-
quires 80 percent of the stock of Y (instead of

26 CFR Ch. | (4-1-09 Edition)

X) on June 1, 2002. In this case, Y’s QSub
election terminates as of the close of June 1,
2002, and, under §1.1502-76(b)(1)(ii)(A)(1), Y
becomes a member of the consolidated group
at that time.

(b) Effect of termination of @QSub elec-
tion—(1) Formation of new corporation—
(i) In general. If a QSub election termi-
nates under paragraph (a) of this sec-
tion, the former QSub is treated as a
new corporation acquiring all of its as-
sets (and assuming all of its liabilities)
immediately before the termination
from the S corporation parent in ex-
change for stock of the new corpora-
tion. The tax treatment of this trans-
action or of a larger transaction that
includes this transaction will be deter-
mined under the Internal Revenue Code
and general principles of tax law, in-
cluding the step transaction doctrine.
For purposes of determining the appli-
cation of section 351 with respect to
this transaction, instruments, obliga-
tions, or other arrangements that are
not treated as stock of the QSub under
§1.1361-2(b) are disregarded in deter-
mining control for purposes of section
368(c) even if they are equity under
general principles of tax law.

(ii) Termination for tiered @QSubs. If
QSub elections terminate for tiered
QSubs on the same day, the formation
of any higher tier subsidiary precedes
the formation of its lower tier sub-
sidiary. See Example 6 in paragraph
(b)(3) of this section.

(2) Carryover of disallowed losses and
deductions. If a QSub terminates be-
cause the S corporation distributes the
QSub stock to some or all of the S cor-
poration’s shareholders in a trans-
action to which section 368(a)(1)(D) ap-
plies by reason of section 355 (or so
much of section 356 as relates to sec-
tion 355), see §1.1366-2(c)(2) for provi-
sions relating to the carryover of dis-
allowed losses and deductions that may
be available.

(3) Examples. The following examples
illustrate the application of this para-
graph (b):

Example 1. X, an S corporation, owns 100 per-
cent of the stock of Y, a corporation for which
a Sub election is in effect. X sells 21 percent
of the Y stock to Z, an unrelated corpora-
tion, for cash, thereby terminating the QSub
election. Y is treated as a new corporation
acquiring all of its assets (and assuming all
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of its liabilities) in exchange for Y stock im-
mediately before the termination from the S
corporation. The deemed exchange by X of
assets for Y stock does not qualify under sec-
tion 351 because X is not in control of Y
within the meaning of section 368(c) imme-
diately after the transfer as a result of the
sale of stock to Z. Therefore, X must recog-
nize gain, if any, on the assets transferred to
Y in exchange for its stock. X’s losses, if
any, on the assets transferred are subject to
the limitations of section 267.

Example 2. (i) X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. As part of
a plan to sell a portion of Y, X causes Y to
merge into T, a limited liability company
wholly owned by X that is disregarded as an
entity separate from its owner for Federal
tax purposes. X then sells 21 percent of T to
Z, an unrelated corporation, for cash. Fol-
lowing the sale, no entity classification elec-
tion is made under §301.7701-3(c) of this chap-
ter to treat the limited liability company as
an association for Federal tax purposes.

(ii) The merger of Y into T causes a termi-
nation of Y’s QSub election. The new cor-
poration (Newco) that is formed as a result
of the termination is immediately merged
into T, an entity that is disregarded for Fed-
eral tax purposes. Because, at the end of the
series of transactions, the assets continue to
be held by X for Federal tax purposes, under
step transaction principles, the formation of
Newco and the transfer of assets pursuant to
the merger of Newco into T are disregarded.
The sale of 21 percent of T is treated as a
sale of a 21 percent undivided interest in
each of T’s assets. Immediately thereafter, X
and Z are treated as contributing their re-
spective interests in those assets to a part-
nership in exchange for ownership interests
in the partnership.

(iii) Under section 1001, X recognizes gain
or loss from the deemed sale of the 21 per-
cent interest in each asset of the limited li-
ability company to Z. Under section 721(a),
no gain or loss is recognized by X and Z as a
result of the deemed contribution of their re-
spective interests in the assets to the part-
nership in exchange for ownership interests
in the partnership.

Example 3. Assume the same facts as in Ex-
ample 1, except that, instead of purchasing Y
stock, Z contributes to Y an operating asset
in exchange for 21 percent of the Y stock. Y
is treated as a new corporation acquiring all
of its assets (and assuming all of its liabil-
ities) in exchange for Y stock immediately
before the termination. Because X and Z are
co-transferors that control the transferee
immediately after the transfer, the trans-
action qualifies under section 351.

Example 4. X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. X distrib-
utes all of the Y stock pro rata to its share-
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holders, and the distribution terminates the
QSub election. The transaction can qualify
as a distribution to which sections
368(a)(1)(D) and 355 apply if the transaction
otherwise satisfies the requirements of those
sections.

Example 5. X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. X subse-
quently revokes the QSub election. Y is
treated as a new corporation acquiring all of
its assets (and assuming all of its liabilities)
immediately before the revocation from its S
corporation parent in a deemed exchange for
Y stock. On a subsequent date, X sells 21 per-
cent of the stock of Y to Z, an unrelated cor-
poration, for cash. Assume that under gen-
eral principles of tax law including the step
transaction doctrine, the sale is not taken
into account in determining whether X is in
control of Y immediately after the deemed
exchange of assets for stock. The deemed ex-
change by X of assets for Y stock and the
deemed assumption by Y of its liabilities
qualify under section 351 because, for pur-
poses of that section, X is in control of Y
within the meaning of section 368(c) imme-
diately after the transfer.

Example 6. (i) X, an S corporation, owns 100
percent of the stock of Y, and Y owns 100 per-
cent of the stock of Z. Y and Z are corpora-
tions for which QSub elections are in effect.
X subsequently revokes the QSub elections
and the effective date specified on each rev-
ocation statement is June 26, 2002, a date
that is less than 12 months after the date on
which the revocation statements are filed.

(ii) Immediately before the QSub elections
terminate, Y is treated as a new corporation
acquiring all of its assets (and assuming all
of its liabilities) directly from X in exchange
for the stock of Y. Z is treated as a new cor-
poration acquiring all of its assets (and as-
suming all of its liabilities) directly from Y
in exchange for the stock of Z.

Example 7. (i) The facts are the same as in
Example 6, except that, prior to June 26, 2002
(the effective date of the revocations), Y dis-
tributes the Z stock to X under state law.

(ii) Immediately before the QSub elections
terminate, Y is treated as a new corporation
acquiring all of its assets (and assuming all
of its liabilities) directly from X in exchange
for the stock of Y. Z is also treated as a new
corporation acquiring all of its assets (and
assuming all of its liabilities) directly from
X in exchange for the stock of Z.

Example 8. Merger of parent into @Sub. X, an
S corporation, owns 100 percent of the stock
of Y, a corporation for which a QSub election
is in effect. X merges into Y under state law,
causing the QSub election for Y to termi-
nate, and Y survives the merger. The forma-
tion of the new corporation, Y, and the
merger of X into Y can qualify as a reorga-
nization described in section 368(a)(1)(F) if
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the transaction otherwise satisfies the re-
quirements of that section.

Example 9. Transfer of 100 percent of @QSub.
X, an S corporation, owns 100 percent of the
stock of Y, a corporation for which a QSub
election is in effect. Z, an unrelated C cor-
poration, acquires 100 percent of the stock of
Y. The deemed formation of Y by X (as a
consequence of the termination of Y’s QSub
election) is disregarded for Federal income
tax purposes. The transaction is treated as a
transfer of the assets of Y to Z, followed by
Z’s transfer of these assets to the capital of
Y in exchange for Y stock. Furthermore, if Z
is an S corporation and makes a QSub elec-
tion for Y effective as of the acquisition, Z’s
transfer of the assets of Y in exchange for Y
stock, followed by the immediate liquidation
of Y as a consequence of the QSub election
are disregarded for Federal income tax pur-
poses.

(c) Election after @Sub termination—(1)
In general. Absent the Commissioner’s
consent, and except as provided in
paragraph (c)(2) of this section, a cor-
poration whose QSub election has ter-
minated under paragraph (a) of this
section (or a successor corporation as
defined in§1.1362-5(b)) may not make
an S election under section 1362 or have
a QSub election under section
1361(b)(3)(B)(ii) made with respect to it
for five taxable years (as described in
section 1361(b)(3)(D)). The Commis-
sioner may permit an S election by the
corporation or a new QSub election
with respect to the corporation before
the five-year period expires. The cor-
poration requesting consent to make
the election has the burden of estab-
lishing that, under the relevant facts
and circumstances, the Commissioner
should consent to a new election.

(2) Ezxception. In the case of S and
QSub elections effective after Decem-
ber 31, 1996, if a corporation’s QSub
election terminates, the corporation
may, without requesting the Commis-
sioner’s consent, make an S election or
have a QSub election made with re-
spect to it before the expiration of the
five-year period described in section
1361(b)(3)(D) and paragraph (c)(1) of this
section, provided that—

(i) Immediately following the termi-
nation, the corporation (or its suc-
cessor corporation) is otherwise eligi-
ble to make an S election or have a
QSub election made for it; and
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(ii) The relevant election is made ef-
fective immediately following the ter-
mination of the QSub election.

(3) Examples. The following examples
illustrate the application of this para-
graph (c):

Example 1. Termination upon distribution of
®Sub stock to shareholders of parent. X, an S
corporation, owns Y, a QSub. X distributes
all of its Y stock to X’s shareholders. The
distribution terminates the QSub election
because Y no longer satisfies the require-
ments of a QSub. Assuming Y is otherwise
eligible to be treated as an S corporation,
Y’s shareholders may elect to treat Y as an
S corporation effective on the date of the
stock distribution without requesting the
Commissioner’s consent.

Example 2. Sale of 100 percent of @Sub stock.
X, an S corporation, owns Y, a QSub. X sells
100 percent of the stock of Y to Z, an unre-
lated S corporation. Z may elect to treat Y
as a QSub effective on the date of purchase
without requesting the Commissioner’s con-
sent.

[T.D. 8869, 66 FR 3852, Jan. 25, 2000; 656 FR
16318, Mar. 28, 2000, as amended by T.D. 8869,
67 FR 65313, Oct. 24, 2002]

§1.1361-6 Effective date.

Except as provided in §§1.1361-

4(a)(3)(iii), 1.1361-4(a)(5)(1), 1.1361-
4(a)(6)(iii), 1.1361-4(a)(7)(ii), 1.1361—
4(a)(8)(ii), 1.1361-4(a)(9), and 1.1361-
5(c)(2), the provisions of §§1.1361-2

through 1.1361-5 apply to taxable years
beginning on or after January 20, 2000;
however, taxpayers may elect to apply
the regulations in whole, but not in
part (aside from those sections with
special dates of applicability), for tax-
able years beginning on or after Janu-
ary 1, 2000, provided all affected tax-
payers apply the regulations in a con-
sistent manner. To make this election,
the corporation and all affected tax-
payers must file a return or an amend-
ed return that is consistent with these
rules for the taxable year for which the
election is made. For purposes of this
section, affected taxpayers means all
taxpayers whose returns are affected
by the election to apply the regula-
tions.

[T.D. 8869, 66 FR 3854, Jan. 25, 2000, as amend-
ed by T.D. 9356, 72 R 45893, Aug. 16, 2007; T.D.
9422, 73 FR 47530, Aug. 14, 2008]
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